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No. 22366 
IN THE 


United States Court of Appeals 


FOR THE NINTH CIRCUIT 


METROPOLITAN SAVINGS AND LOAN ASSOCIATION, a 
corporation, and FIpELITY SERVICE CORPORATION, a 
corporation, 

Appellants, 


US. 
WILLIAMS CONSTRUCTION Co., a corporation, and 
A. J. Bums, Receiver, 
Appellees. 


APPELLANTS’ OPENING BRIEF. 


I 
STATEMENT OF JURISDICTION. 


This is an appeal from a decision of the United States 
District Court for the Central District of California 
(hereinafter called “the Court below”) on the review, 
pursuant to 11 U.S.C.A. §67(c), of orders of a referee 
in bankruptcy. The Court below had jurisdiction pur- 
suant to 28 U.S.C.A. §1334 which provides that 

“District Courts shall have original jurisdiction .. . 
of all matters and proceedings in bankruptcy.” 


Jurisdiction over the instant appeal is conferred upon 
this Court by 11 U.S.C.A. §47 which provides that 
courts of appeal 


— 


“are invested with appellate jurisdiction from the 
several courts of bankruptcy in their respective 
jurisdictions in proceedings in bankruptcy, either 
interlocutory or final, and in controversies arising 
in proceedings in bankruptcy, to review, affirm, 
revise, or reverse, both in matters of law and in 
iMatbensson fact... 
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The Appellants herein seek to have this Court reverse 
the decision of the Court below affirming certain orders 
of the referee in bankruptcy [C. T. p. 162]. 


iT. 
STATEMENT OF THE CASE. 


Appellants herein, Metropolitan Savings and Loan As- 
sociation (hereinafter referred to as “Metropolitan’’) 
and Fidelity Service Corporation are the Beneficiary 
and Trustee respectively of a deed of trust on an R-l 
Zoned 40-acre tract of land near Walnut in Los An- 
geles County (hereinafter sometimes referred to as “the 
land”) of which Respondent Williams Construction 
Company (hereinafter referred to as “Williams’’) is 
the Trustor and owner. The deed of trust secures pay- 
ment of a promissory note in the principal amount of 
$1,075,200.00 which matured on November 1, 1965 
(Rat pe 4, line 25, te pies, lines 97 Bc ee dese 
The land was acquired by Williams, a speculative build- 
er, in 1963 for the purpose of constructing a housing 
itaer |. Lb. p, 123, line 2, ta p. 120, line 18) wae 
originally subdivided into 129 lots twenty of which have 
been sold, and now consists of 109 lots [R. T. p. 125, 
lines 7-11]. 

On September 1, 1965, the note secured by the deed 
of trust became delinquent for failure of Williams to 


mes 


make the required payment and on September 30, 
1965, Metropolitan caused to be recorded a “Notice of 
Derawimend@itlectiionmtomse! UndersDeed of Trust’ 
[KO ip. OSeline sO, to prmo9, line 25;9ExG; see 
Section 2924a, California Civil Code]. 


On January 27, 1966 (approximately four months 
after the notice of default was recorded), when a trus- 
tee’s foreclosure sale was imminent, Williams filed a 
Debtor’s Petition in Chapter XI and an “Application to 
Stay Deed of Trust Foreclosure Proceedings and Trus- 
tee’s Sale’; and, on the same day, an “Order to 
Show Cause Upon Application to Stay Court Action 
and Foreclosure, and Temporary Restraining Order” 
was issued [C. T. pp. 5-6]. Thereafter, a receiver in 
bankruptcy took possession of the land and joined in 
the application to restrain Metropolitan’s foreclosure 
[C. T. pp. 13-14]. 


The order to show cause came on for hearing on 
September 1, 1966, before a referee in bankruptcy; the 
hearing was continued from time to time until Septem- 
perme toca (he Wp. i limes 19-207 p.9206, lines; p. 
274, line 1; p. 445, line 1]. 

The alleged basis of the debtor’s and receiver’s ap- 
plication to restrain foreclosure was that there was a 
realizable equity in the land which should be preserved 
for the benefit of unsecured creditors. At the hearing, 
the receiver called three witnesses to testify regarding 
the value of the land. The first witness, Sam Jonas, 
stated that after examining the land for approximately 
half a day and checking into comparable sales for half 
a day, he had formed the opinion that the average value 
othe lotsswds $12,500 each [R. T. p. 15, lines 13-24: 
p. 24, lines 12-23]. A second witness, Eleanor Sam- 
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uels—the broker who had originally sold the tract to 
Williams—testified, over the objection of Metropolitan, 
that she thought the lots could be sold for about 
$12,000 to $18,000 each [R. T. p. 105, lines 3-7]. She 
pointed out, however, that expenses for promoting the 
sales at this price would have to be incurred [R. T. 
p. 116, line 11, to p. 117, line 2]. Williams, the owner 
of the lots, then testified that he thought the lots were 
worth from $14,000 to $16,000 “depending upon when 
they are sold, the terms upon which they may be sold 
and to whom they are sold” [R. T. p. 150, lines 3-24]. 
All of the witnesses apparently based their opinions 
upon the assumption that the sales would take place over 
a period of time and that the lots would be sold on an 
individual basis; none of the estimates would apply if 
the lots were sold as a tract [see e.g. R. T. p. 32, line 25, 
10 po, me 4 a Som line 16; 20) 0.036, line ||. 


In resisting the application, Metropolitan established 
that its deed of trust was a “blanket” deed of trust on 
the entire tract; that the only provision therein for re- 
leases of individual lots from the lien thereof (which 
sometimes is called the right to partial reconveyances ) 
expressly conditioned such right to partial reconvey- 
ances upon (1) the obligation being current, and (2) 
the obligation not having matured [Ex. 5]; that there 
had been a default under the deed of trust since Sep- 
tember 1, 1965—approximately one year [Ex. G]; that 
the obligation matured on November 1, 1965 [Ex. A]; 
that the total indebtedness as of September 30, 1966 
was $999,317.00, and that amount increased by $188.94 
per day [R. T. pr 222, line 16, to p. 224, line 20]. Met- 
ropolitan then introduced expert testimony that the 
fair market value of the 109 lots, if sold as a tract, 
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would be $924,630.00 [R. T. p. 310, lines 6-10], and 
offered to prove the following: 

“Mr. Belin: Mr. Diedrich would testify, as he 
already has, that he is in the business of buying 
and developing and selling property; that about a 
year ago he talked with Mr. Kollie and was told 
that Metropolitan might foreclose and might have 
the property available and would give it to him on 
a 100 per cent financing basis for about $8,500.00 
a lot; that he went to the property, looked at it and 
determined that, as a business man in this business, 
he didn’t think the property was worth this for his 
purposes, namely, buying all 109 lots at that par- 
ticular wholesale value, and he would explain the 
reasons as to why he doesn’t think it is worth 
Mie ike lon 375, lines 6-20) . 

ee: 

“Mr. Belin: I will offer to prove that the opin- 
ion [of the expert witness] would be that the fair 
market value [of the lots if sold as a tract] is not 
in excess of $8,000.00 or $8,500.00.” [R. T. p. 408, 
lines 19-22]. 


Both offers of proof were rejected by the referee 
[R. T. p. 373, lines 21-22; p. 408, lines 23-24]. 


aiiercaiier site netercemcitercd Minginegs or Fact 
and Conclusions of Law’ that included, inter alia, the 
following: 
“That the fair market value of the property on 
September 30, 1966, is $1.362,500.00;' 
“That there is a substantial equity of the debtor 
in the said property. 
Se. 


1The finding of value was based upon a sale of the land on a 
lot-by-lot basis [C. T. p. 70, lines 2-9]. 
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“That a restraining order should issue restrain- 
ing the Fidelity Service Corporation as Trustee, 
and Metropolitan Savings and Loan Association 
as Beneficiary, under that certain deed of trust 
executed on March 25, 1965, recorded on March 
31, 1965 from proceeding with its foreclosure 
until further order of Court.” [C. T. p. 4, lines 6- 
ole 


On November 23, 1966, an “Order Restraining Fore- 
closure Proceedings” was filed, and on December 2, 
1966, Metropolitan filed a “‘Petition for Review” of said 
order [C. T. pp. 47-48; pp. 49-52]. 

During the course of the proceedings referred to 
above, the receiver filed another application—this one 
seeking an order authorizing him to sell the land free 
and clear of the lien of Metropolitan [C. T. pp. 19- 
20]. An “Order to Show Cause” was issued [C. T. 
p. 22] and Metropolitan filed an “Answer to Applica- 
tion to Transfer Lien of Respondent to Proceeds” in 
Winch sit Generted tO uthe sdeed: Gi tilishe amc | dem 1ct 
that the obligation secured thereby was both delinquent 
and past the date of maturity, and alleged and con- 
tended that by reason of these facts: 

“2 n0 salé ot [the land] or any portion thereot 
Gat We Made irce and clear ot tie irene created 
by the aforesaid deed of trust . . . unless the net 
proceeds of such sale are sufficient to discharge, 
satisfy, and pay in full the entire indebtedness 
owing and to be owing to Respondent under the 
aforesaid deed of trust . .. which said sum as of 
September 30, 1966 was the sum of $996,317.00 
plus interest thereon at the rate of $188.94 per 
daye ((C) Pope oh jimes 17-25 [2 
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The order to show cause came on for hearing on 
November 28, 1966. On January 17, 1967, the bank- 
ruptcy court entered “Findings of Fact and Con- 
clusions of Law’, which contained, iter alia, the fol- 
lowing: 

“That an order should be entered herein au- 
thorizing the receiver to sell said lots separately, 
free and clear of all encumbrances, and that such 
liens be transferred to the proceeds of such sales” 
[C. T. p. 7, lines 7-10] ; 


and entered an “Order Re Application to Transfer Lien 
to Proceeds” [C. T. pp. 72-73].° On January 24, 
1967, Metropolitan filed its “Petition for Review” 
of said order [C. T. pp. 80-83]. 


On January 31, 1967, pursuant to stipulation of the 
parties, the Court herein entered an order which con- 
solidated the petitions for review of the two orders for 
review and hearing by this Court. 


The petitions for review came on for hearing before 
the Court below in June of 1967. On September 18 the 
Court handed down a “Memorandum Opinion” ex- 
pressing the view that the action of the referee in 
bankruptcy in ordering the sale of the land on a lot- 
by-lot basis free and clear of Metropolitan’s lien was 
correct [C. T. pp. 157-160], but containing no direct 
reference to the order restraining Metropolitan from 
foreclosing its deed of trust. A few days later, how- 
ever, on September 22, 1967, it corrected the omission 
by entering an order confirming the “Order Restrain- 


“The order itself does not specify that the sales shall be free 
and clear of Metropolitan’s lien. However, it is obvious from the 
Application and the Findings that this is its intent. 
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ing Foreclosure Proceedings” dated November 23, 1966, 
and: the “Order Ke vAgplication te, Vranster Iien=to 
Proceeds” dated January 17, 1967 [C. T. pp. 184-185]. 


On September 27, 1967, Appellants filed a timely 
“Notice of Appeal” from the September 22, 1967, 
order.® 

JOE: 
SPECIFICATION OF ERRORS. 

The fundamental error of both the referee in bank- 
ruptcy and the Court below stems from their ap- 
parent failure to comprehend both the nature of and 
limitations upon the power of a bankruptcy court as 
regards secured creditors, and the seriously prejudicial 
effects upon Metropolitan of the orders in question. 
What these orders do, in effect, is sacrifice the im- 
mediate legal remedies and interests of a secured credi- 
tor in exchange for a problematical expectation of ef- 
fecting future improvement in the position of the un- 


secured creditors and, ultimately, of Williams. 


More specifically, the District Court erred in: 

(1) Finding that the bankruptcy court had the power 
to order that lots subject to Metropolitan’s deed of 
trust be sold separately, free and clear of Metropoli- 
tan’s lien, thus depriving Metropolitan of some of its 
security and transforming the character of the remain- 


der from a tract of substantially contiguous lots sub- 


8Appellants had earlier, on September 21, 1967, filed a “Notice 
of Appeal” from the “Memorandum Opinion”; but when it be- 
came evident that the September 22 Order was intended to con- 
stitute the final ruling on the Petitions for Review, the Appellants 
filed the September 27 notice. 
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ject to a planned development on an integral basis to an 
aggregation of lots not subject to such development, 
and impairing Metropolitan’s substantive right to the 


repayment of principal at the maturity of the loan; 
(2) Finding that the debtor had an equity in the land; 


(3) Finding that the action of the bankruptcy court 
in entering the orders in question would not cause sub- 


stantial injury to Metropolitan. 


IE 
SUMMARY OF ISSUES AND ARGUMENT. 


Technically, there are two separate ultimate issues be- 


fore this Court: 
(1) Whether the order of the referee in bankruptcy 
restraining Metropolitan from foreclosing its 
deed of trust should be reversed; 


(2) Whether the order of the referee in bankruptcy 
authorizing the receiver to sell the lots separately, 
free and clear of Metropolitan’s lien, should be 
reversed: 


Practically, however, these issues are interdependent. 
Unless the lots can be sold on an individual basis, as 
provided in the order permitting a sale free and clear 
of Metropolitan’s deed of trust, there is no equity in 
the property, and thus no justification for restraining 
Metropolitan from foreclosing its deed of trust. On the 
other hand, once the restraining order was vacated, 
Metropolitan would presumably foreclose and the sale 


order would be a nullity. 
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In Metropolitan’s view, the issues before the Court, 
and Metropolitan’s position thereon, are as follows: 


A. Can the Lots Subject to Metropolitan’s Deed of Trust 
Be Sold Separately, Free and Clear of Metropolitan’s 
Lien? 

The 109 lots which are involved in these proceed- 
ings are subject to a single or blanket deed of trust 
in favor of Metropolitan. A trustor has no right to 
secure the release of any portion of the security sub- 
ject to a blanket deed of trust, except as provided 
therein, until the discharge of the indebtedness which it 
secures. In the instant case the only provision in the 
deed of trust pertaining to partial releases of security 
expressly conditions the trustor’s right to such releases 
upon the note not being in default and not being ma- 
ture. Yet the note had been both in default and mature 
for over a year when the Court ordered the lots to be 
sold separately, free and clear of Metropolitan’s lien. 


It is well established that a receiver in bankruptcy 
has no greater rights with respect to secured creditors 
than was enjoyed by the owner. Since the trustor, 
Williams, could not obtain the release of separate lots 
from the lien until the indebtedness which it secures 
had beem dischareed, neither can the receiver. 


The reliance of the Court below on the rule that a 
bankruptcy court may prescribe the procedure by which 
a secured creditor realizes upon his security, provided 
that such procedure is as adequate and efficient as that 
of which the secured creditor would otherwise avail it- 
self. is misplaced. 


First, the procedure provided by the bankruptcy court 
does not even approach the required standard of ade- 
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quacy and efficiency. Under the terms of its deed of 
trust Metropolitan can effect an immediate liquidation 
of its claim through foreclosure under power of sale. 
Under the bankruptcy court procedure the foreclosure 
process would be drawn out over a number of years. 
Compelling it to retain a delinquent loan of approxi- 
mately $1,000,000 for this period of time would have 
seriously prejudicial consequences to Metropolitan. 


Second, nothing in a bankruptcy court’s power to pre- 
scribe the foreclosure procedure permits a bankruptcy 
court to deprive a secured creditor of the specific se- 
curity for which it contracted. Yet in the instant case 
the effect of the order that the subject lots are to be 
sold on an individual basis free and clear of Metro- 
politan’s lien would be to deprive Metropolitan of, and 
to transform the fundamental character of the remain- 
der of, that security. 


Finally, Metropolitan does not merely have the right 
to the repayment of a sum of money at some indefinite 
point in the future; rather, it made Williams a loan for 
a limited period of time—and only for a limited period 
of time. When the loan matured it was entitled to the 
repayment of principal and accrued interest. What the 
referee 1n bankruptcy has done is to rewrite the loan 
contract between Metropolitan and Williams to trans- 
form it from an eight-month loan payable on ma- 
turity to a loan for the duration of the contemplated 
sales program repayable as lots are sold. 


B. Is There an Equity in the Land Which Can Be 
Realized by the Receiver? 


In a situation such as that involved here a secured 
creditor may be restrained from foreclosing its deed of 
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trust only if there is an equity in the land realizable by 
the receiver, and the burden of establishing the existence 
of such an equity is upon the applicants for the restrain- 
ing order. 


Metropolitan submits that it 1s apparent from the 
evidence upon which the restraining order was based 
that there is no realizable equity in the land. The un- 
disputed evidence demonstrates that the amount realiz- 
able from a sale of the lots as a tract is less than the 
amount owing to Metropolitan. A sale of the lots sep- 
arately, subject to Metropolitan’s deed of trust, is ob- 
viously unfeasible because each lot would be subject to 
an encumbrance of many times its value. The only 
other alternative, a sale of the lots separately, free of 
Metropolitan’s lien, is precluded since, as a matter of 
substantive law, no portion of Metropolitan’s security 
may be released from its lien in the absence of a pay- 


Oil. 


C. Will the Order Restraining Foreclosure of Metropoli- 
tan’s Deed of Trust and the Order That the Lots Be 
Sold Separately, Free and Clear of Metropolitan’s Lien, 
Cause Metropolitan Substantial Injury? 


Regardless of the question of whether the bankruptcy 
court may order a partial reconveyance of security when 
not authorized by the deed of trust or the existence of a 
realizable equity in the security, the bankruptcy court 
may not make orders such as those in question when 
their implementation will result in substantial injury to 
a secured creditor. Here such substantial injury is 
clearly present. 
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Ve 
ARGUMENT. 


1. Metropolitan’s Deed of Trust Upon the Land Is 
a Blanket Lien Under the Terms of Which 
Williams Is Not Entitled to Any Reconvey- 
ance Until the Obligation Which It Secures 
Has Been Paid in Full. The Rights of the 
Receiver to Such Reconveyance Are No Greater 
Than the Rights of Williams. 

Under California law, a trustor has no right what- 
ever to a partial reconveyance of the property subject to 
a deed of trust in the absence of a provision in the 
deed of trust which allows such reconveyance: 

“Certainly, if the mortgage had contained no 
release provision there could have been no pretense 
on their [the mortgagors’] part that they were en- 
titled to have any of the mortgaged premises freed 
from the mortgage lien.” [Bradbury v. Thomas, 


135 Cal. App. 435, 442 (1933) ].4 


When a deed of trust does provide for partial recon- 
veyances, the trustor is entitled to such reconveyances 
only when he complies with the conditions therefor 
prescribed in the deed of trust. 


Bradbury v. Thomas, 135 Cal. App. 435, 441- 
443 (1934); 


*It is well settled that for purposes of the Bankruptcy Act, 
the rights and obligations of the parties to a deed of trust are de- 
terminable by reference to local law. In re American Motors 
Products Corporation, 98 F. 2d 774, 775 (2d Cir. 1938); Arnold 
w@, Phallips, \\7 F. 2d 497, 500 (Sth Cir. 1951). The local law 
governing this issue is obviously, in view of the many and 
obvious contacts between this controversy and California, the 
law of California. In any event, however, the California law on 
this question appears to be the same as that which prevails 
throughout the United States. See Corpus Juris Secundum, 
Mortgages, §479. 
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Danes v. Umer Trust Co, 125 Cal. App. 593, 
COI 1932). 

Ontario Land and Improvement Co. v. Bedford, 
90 Cal. 181, 184 (1891); 

Conley v. Porvay Land and Inv. Co., 232 Cal. 
Appe2u22, 2a 196s. 


The Bradbury case, for example, involved a mortgage 
upon lots which, like the deed of trust herein, specifi- 
cally provided that the mortgagors were entitled to the 
release of a portion of the security upon the payment 
of a specified amount in reduction of the loan, provided 
that the mortgagors were not then in default under the 
mortgage. The mortgagors paid the specified amount 
at a time when, although no default had been recorded, 
the mortgagors were delinquent in their payments. The 
court held that the mortgagors, despite their payment, 
had not satisfied the default condition and therefore 
were not entitled to the release of any lots from the 
mortgage: 

“The ordinary meaning of the word ‘default’, when 
used with respect to an obligation created by con- 
tract, is failure of performance. When used with 
reference to an indebtedness it means simply non- 
payment. 
ae 

“Appellants occupy the position of mortgagors who 
are seeking to quiet their title against a mortgagee 
without paying or offering to pay the debt for 
which the mortgage was given. This they may 
not do. The only method for them to quiet the 
mortgage is to pay the debt which it secures 
[citing cases]. (135 Cal. App. 443, 445). 
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The facts of the instant case are immensely stronger 
than those in Bradbury. Rather than a mere technical 
noncompliance with a required condition, there was a 
total absence of the safeguards which Metropolitan and 
Williams had agreed would have to exist before any 
portion of the land could be released from Metropoli- 
tan’s lien. The only provision in the deed of trust deal- 
ing with partial releases expressly conditions the trus- 
tor’s rights to such releases upon the note not being 
Delingmenmoan tatire || Hx oh) Yet, at the time of ihe 
entry of the order in question, the note was both de- 
linguent and mature and, in fact, a notice of default 
had been recorded for more than a year [Ex. G]. Fur- 
thermore, because the ninety day loan reinstatement 
period prescribed by statute had run [Civil Code Sec- 
tion 2924(c)], the indebtedness evidenced by the note 
secured by Metropolitan’s deed of trust was irrevocably 
accelerated. It is abundantly clear that, under the cir- 
cumstances of this case, Williams could not be entitled 
to force Metropolitan to release any portion of the se- 
curity which forms the subject matter of its deed of 
trust. 


Does the receiver herein enjoy any greater rights, 
vis-a-vis Metropolitan, than the trustor? The answer 
is no. In the absence of a specific statutory provision 
to the contrary, a trustee in bankruptcy acquires no 
ereater interest in property than belonged to the bank- 
rupt: 

“Under the provisions of the bankrupt act (sic), 
the trustee in bankruptcy is vested with no better 
right or title to the bankrupt’s property than be- 
longed to the bankrupt at the time when the trus- 


ie. 


mee s title Baccrued™ |Vopre Siig." Co. uv. Cassell, 
20M S. 344,332 (5) |: 

“. . . the trustee takes the property of the bank- 
Mipt 2 ae as tie deine Nad ie ab hieetinie Ol tae 
petition, subject to all valid claims, liens and equi- 
ties’ [Zartinan v. First Nat. Bank, 216 U.S. 134, 
136 (19tQie 

“A trustee in bankruptcy cannot acquire a greater 
right or interest in the bankrupt’s property than 
that which belonged to the bankrupt” [Aarti v. 
New York Life Ins. Co., 104 F. 2d 573, 574 


(1939) ]. 


Cases stating this proposition are legion. See, eé.g., 

stone ov. Movigne, 157 F. Supp. 929, 930 (1D.G. 
Oklas loa7e 

Christensen uv. Felion, 322 F. 2d 323, 327 (9th 
Cir. 1963) ; 

Woodmar Realty Co. v. McLean, 294 F. 2d 785, 
793 (7th Cir, 1961), ceve dan. 369. US S02; 

In re Gemman, 193 F. Supp. 948, 953 (D.C. iL 
1961). 


It has been applied with respect to many types of as- 
Seis: 
Insurance: 
Frederick v. Fidelity Mut. Life Ins. Co., 256 
Us, 395 (1921) | Failure Tor insice sito 
comply with provision in policy requiring 
that the insured give insurance company 
timely notice of intent to change beneficiary 
and secure consent of officer of company 
thereto held to preclude recovery by trustee of 
cash surrender value of policy). 


ee 
ieaere Gran), Zieeemezdess “CDsCmCir, 1927) 


(Trustee entitled to recover cash surrender 
value of policy in which right to change bene- 
ficlary was reserved to bankrupt, but had no 
claini tomcasia surrender value Of policy im 
which right to change beneficiary not so re- 
served). 

Property sold under Conditional Sales Contract: 
Kagan wv. Industrial Washing Machine 
Gonees2 2d soR lst Ciro ste itis 
tee in bankruptcy had no greater rights 
against conditional vendor to title to washing 
machine sold under conditional sales contract 
than did conditional vendee ). 


Contracts Limiting Use: 

loprve Spizeag Co., 168 Fed. 156 (DiC. NY. 
1909) (Trustee in bankruptcy bound by pro- 
visions of contract with manufacturer requir- 
ing resale of goods at a fixed price). 


Most important of all for purposes of the instant 
case, the trustee in bankruptcy has no greater right 
against the mortgagee with respect to mortgaged prop- 
erty than was enjoyed by the mortgagor.® 

In re American Motor Products Corporation, 98 
he 2077477 reir, 1938); 

In re Durst, 44 F. Supp. 486, 488 (D.C. Iowa 
1942) ; 

Hoehn v. McIntosh, 110 F. 2d 199, 201-202 (6 
Cir, 1940) ; 


°Moreover, in this case, it is not even a trustee who has suc- 
ceeded to the title of the bankrupt that is involved. Rather, it 
is a receiver who has only possession of the property in question 
and no title whatever. 


Beer. 


in re North Atlantic & Guif S.S. Co., 204 F. 
Supp. 899, 903 (D.C. N.Y. 1962). 


In the American Motor case, the mortgage provided 
that if the mortgagee 

“retains counsel for the purpose of collecting any 
monies which may be due under the mortgage . . 
[mortgagor] agrees to pay counsel fee, the amount 
of which is hereby expressly fixed at a sum which 
shall be equal to 15% of the balance due and un- 
padainder thisimorteace,. .. (98°F 92d\775), 


Upon the bankruptcy of the mortgagor and the tak- 
ing of possession of the mortgaged property by the 
trustee, the mortgagee’s counsel attempted to collect the 
amount due. The trustee in bankruptcy contended that 
it was not bound by the attorneys’ fee provision in the 
mortgage, and that the mortgage lien “‘must be limited 
to what might be found fair and reasonable compen- 
sation for services necessarily performed.” (98 F. 2d 
774). The Court of Appeals, through a panel includ- 
ing both Judges Learned Hand and Augustus Hand, 
repudiated this contention. It pointed out that attor- 
ney’s fee provisions were valid under local law, that the 
trustee took the mortgaged property subject to the lien, 
and that 
“in the absence of fraud or usury, a court may 
[not] substitute its own ideas of what would be 
just and fair to nullify the agreement of the par- 
fies te aconmacr, (os. li 2d 7/75) 


The instant case is one in which a referee in bank- 
ruptcy has substituted his own ideas of what would be 
“just and fair” and, in so doing, has sought to nullify 
the contract between the parties. The order of the ref- 
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eree authorizing the separate release of lots from Met- 
ropolitan’s deed of trust is in clear and flagrant viola- 
tion of the terms of that deed of trust. Metropolitan 
could have made i109 separate loans to Williams, each 
secured by a separate deed of trust upon one of the lots 
which is a part of said real property. But that was 
not done. Instead, the parties entered into a contract 
under which the total security was to secure payment of 
the total indebtedness; portions of the security could be 
released upon payment of a specified sum upon the in- 
debtedness only prior to maturity of the loan and only 
when the loan was not in default. 


The conditions for a partial release were not satisfied. 
Williams could not compel Metropolitan to release por- 
tions of its security, and neither can the receiver. 


Why then, did the Court below find that the bank- 
ruptcy court was vested with the power to order the 
sale of individual lots free and clear of Metropolitan’s 
lien? The answer is to be found in the following state- 
ment: 

“This Court is of the opinion that the powers of 
sale of the KReteree are derived trom the Bank- 
ruptcy Act, not by subrogation to the rights of the 
debtor under the deed of trust. While it is true 
that the rights of the trustee, or receiver, in the 
property are no greater than those of the debtor, it 
is well established that there may be a substitu- 
tion of the remedy provided by the contract with- 
out mmpairment to substantive rights so long as it 
1s efficient and adequate [citations]. In the in- 
stant case a judicial sale by the Bankruptcy Court 
has been substituted for the remedy of foreclosure 
by trustee’s sale provided in the deed of trust. 


ye 


‘Everyone who takes a mortgage, or deed of trust, 
intended as a mortgage, takes it subject to the con- 
tingency that proceedings in bankruptcy against the 
mortgagor may deprive him of the specific remedy 
which is provided for in the contract.” [citation] 
The determination of the manner of the sale, in lots 
or in bulk, is in the sound discretion of the Ref- 
eree, and should be made so as to obtain for the 
property the highest possible price [citations].” [C. 
Tope las. line 29> to p. Ishe line 21> cmphacic 
added]. 


In other words, the Court below reasoned that the bank- 
fuptcy court has the power to prescribe the procedise 
by which a secured creditor realizes upon its security, 
and all that the orders here in question involve is the 
application of that power. 


While such an analysis has an undeniable specious 
appeal, Appellants submit that it is nonetheless funda- 
mentally erroneous. 


First, the immediate remedy provided here is mani- 
festly not adequate or efficient from Metropolitan’s 
viewpoint. One of the critical considerations for vir- 
tually all secured creditors—and particularly a regu- 
lated lender such as a savings and loan association 
whose delinquent loans have a profoundly adverse effect 
upon its general business operation—is the time re- 
quired for foreclosure. An immediate judicial sale is 
at least arguably an adequate remedy since it would 
permit prompt realization upon the security. But 
here the bankruptcy court contemplated a sales program 
extending over a number of years. To say that such 
a remedy is as adequate and efficient as that of which 
Metropolitan would otherwise avail itself 1s ludicrous. 
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Secondly, as the court below itself acknowledged—ap- 
parently without taking cognizance of the implications 
of its words—the powers of the bankruptcy court do 
not extend to affecting the substantive rights of the 
secured creditor, but only the remedy by which the 
secured creditor realizes upon his security. As stated 
by this very court in Jn re Jersey Island Packing Co., 
eeeted O20) ( Jil Ci. 1905) ; 

“Everyone who takes a mortgage, or deed of trust 
impemecd as a morteage,. takes it Subject to the 
contingency that proceedings in bankruptcy against 
his mortgagor may deprive him of the specific 
remedy which is provided for in his contract’ (138 
Fed. 627 ; emphasis added). 


The limited character of the bankruptcy court’s powers 
was delimited in the subsequent decision of Allebach v. 
Thomas, 16 F. 2d 855 (4th Cir. 1927): 

“. . the bankruptcy proceedings shall not effect 
the validity of the lien; but it nowhere says that 
this fact shall in any manner effect the remedy to 
enforce the henor’s rights. The remedy may be 
altered without impairing the obligations of the 
contract, so long as an equally adequate remedy is 


afforded” (16 F. 2d 855; emphasis added). 


Similarly, in Contimental Bank and T. Co. v. Chicago 
etc. Co., 294 U.S. 648 (1934) the Supreme Court 
held that the action of a bankruptcy court in enjoining 
the sale of collateral pledged as security for loans was 
justified because: 
“It [the injunction] in no way impairs the lien 
or disturbs the preferred rank of the pledgees. It 
does no more than suspend the enforcement of the 


lien by a’sale of the collateral pending further 
acon. | 

kok Ok 

“It effects only the remedy” (294 U.S. 676, 
681; emphasis added). 


Whatever the validity of the Court’s analysis if the 
sale of the lots was to be effected on a simultaneous 
basis, in the instant case the lots were to be sold at 
different times over a number of years. Metropolitan 
is entitled, under California law, to have the total 
security in its existing form securing Williams’ indebt- 
edness to it so long as any portion of the indebtedness 
remains unpaid. Hence, the effect of the order that 
the lots could be sold separately, free and clear of 
Metropolitan’s lien was not merely to substitute one 
remedy for another or to determine the details of the 
remedy prescribed by the bankruptcy court. Rather it 
was to deprive Metropolitan of (1) its right to the 
total security, and (2) of the particular security for 
which it had contracted. 


At present the security consists of a tract of sub- 
stantially contiguous lots capable of development on an 
integral basis and hence saleable to one interested in and 
able to engage in a development of this nature. As the 
order in question 1s carried out, however, the security will 
progressively lose its character as a tract and become 
more and more an aggregation of non-contiguous lots 
saleable in a different market to a totally different class 
of potential purchasers. 


What the bankruptcy court is attempting to do, 
whether it realizes it or not, is tantamount to ordering 
that Metropolitan’s lien be transferred from the secu- 
rity for which it contracted to some other security. Sup- 
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pose, for example, that included among Williams’ as- 
sets was an oil refinery of a value equal to or 
greater than the value of the subject tract. Would the 
bankruptcy court be empowered to release the land 
from Metropolitan’s deed of trust and substitute the oil 
refinery in its place? Clearly not. 


Metropolitan has no assurance that the selling pro- 
gram contemplated by the bankruptcy court will be suc- 
cessfully consummated. If the receiver should elect to 
give up somewhere in the middle and permit Metro- 
politan to look to the lots for satisfaction of the remain- 
ing indebtedness to it, Metropolitan’s only recourse would 
be to foreclose on a security which is different than that 
for which it initially bargained. Metropolitan sub- 
mits that just as the lender who lends on a tract of lots 
may not be forced to accept an oil refinery in its stead, 
neither may a lender who lends on a piece of property 
subject to development as a tract be forced to look to an 
ageregation of non-contiguous individual lots left over 
after an unsuccessful sales campaign to satisfy its 
claim. For additional discussion of the effect of this 
order upon Metropolitan, see Section 3, infra). 


Furthermore, Metropolitan’s loan to Williams was 
not, under the terms of their agreement, to remain out- 
standing indefinitely. Rather, it was to have a dura- 
tion of approximately eight months, commencing on 
March 25, 1965, and terminating on or before November 
1, 1965 [Ex. A]. When November 1 came, Metropolitan 
was entitled to be repaid its principal and accrued 
hie rest. 


The length of the loan was a matter of considerable 
importance both to Metropolitan and to Williams. 
Other considerations aside, it fixed the return which 
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Metropolitan could realize on the loan for the period of 
its existence, so that if interest rates rose Metropoli- 
tan would be precluded from putting out its money at a 
higher rate. It is not unlikely that had the duration 
of the loan been longer, the rate of interest which it 
bore would have been higher.° 


What the referee has done here, in effect, is to rewrite 
the contract between Metropolitan and Williams to ex- 
tend the loan from eight months to such period as may 
be required to sell off the lots. In other words, instead 
of an eight-month loan, Metropolitan now has a three, 
four or five-year loan.’ 


The fact, so heavily relied upon by the Court below, 
that presumably Metropolitan would receive interest dur- 
ing the entire period does not legitimate the orders in 
question. Suppose a tenant leases a building for one 
year at a fixed monthly rental. Can he insist upon 
remaining in the premises so long as he continues to 
pay that monthly rental? What Williams did in this 


SWhile the note does contain a provision that the loan was to 
continue to bear interest after maturity in the event that it was 
not paid off in accordance with its terms, this was merely 
designed to compensate Metropolitan for the use of the funds 
during the interim between maturity of the loan and foreclosure 
of the deed of trust. In no sense does it defer Metropolitan’s 
right to repayment. 


“Metropolitan, of course, recognizes that a bankruptcy court 
has the power to restrain a secured creditor from foreclosing its 
lien (see Section V. 2. infra). But this is only a procedural power 
enabling the bankruptcy court to preserve the status quo and 
prevent interference with the exercise of its jurisdiction. [See In 
re Lustron Corp., 184 F. 2d 789, 794 (1950)]. Restraining a 
secured creditor from foreclosing its lien in order to give the 
bankruptcy court an opportunity to sell the debtor’s equity in 
the property subject to the lien or arrange a judicial sale which 
will result in a prompt pay-off of the secured creditor is some- 
thing far different from rewriting the loan so that the secured 
creditor is compelled to wait years for repayment. 
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case was to “lease” the use of a given sum of money for 
a given period. The “lease” has now expired and Metro- 
politan wants its money back.* 


2. The Order Restraining Metropolitan From Fore- 
closing Its Deed of Trust Should Be Vacated 
Because There Is No Realizable Equity in the 
Property Subject Thereto to Be Preserved. 


Metropolitan recognizes that the bankruptcy court 
has the power to restrain a secured creditor from fore- 
closing its lien on property in the possession of the 
bankruptcy court. ‘This power is necessary in order to 
permit the court to discharge its obligations and pre- 
Velb interference witht its jurisdiction. irmere Jersey 
Tslottt. Packimg Co., 138 Fed. 625 (9th Cir. 1905). 
Nonetheless, the court’s power to restrain a secured 
creditor from foreclosing may be exercised only when 
to do so will secure some definite benefit for the debt- 
or’s estate—normally, the preservation of an equity. 
For the court to restrain foreclosure in the absence of 


®The outrageous effect of the order in question is somewhat 
obscured by the fact that Metropolitan is an institutional lender 
engaged in the business of lending money. Suppose, however, 
that the order in question applied not to Metropolitan Savings and 
Loan Association, who had lent Williams approximately a million 
dollars, but to a 70-year old widow who had lent him $10,000. 
Could it be reasonably contended that because she would be re- 
ceiving interest on her loan during the entire period that the widow’s 
substantive rights were not impaired by orders restraining her 
from foreclosing her security and requiring her to wait four or 
five years for the return of her money? Metropolitan submits 
that its position is no different. The widow may want the 
money to pay for an operation, to finance a grandchild through 
college, or even to lend to someone else. Metropolitan may 
want the money to refurbish its offices, to increase the salaries of 
its employees, or to lend to someone else. The point is that 
both have lent money for a particular period of time and both 
expect the money back at the end of that period. 
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a showing that there is a realizable equity in the en- 
cumbered property, or some other equally persuasive 
reason to do so, is an abuse of discretion. 
Kimmel v. Crocker, 72 F. 2d 599, 601 (10 Cir. 
1934) ; 
Bushong Uv. 1uearqd, 37 B, 2d 690, 692 (3 Cie 
1930). 


In the instant case, the bankruptcy court’s order re- 
straining Metropolitan from foreclosing its deed of trust 
was predicated upon the finding that Williams, the 
debtor, had a substantial equity to be preserved [C. T. 
p. 69, lines 31-32], and unless Williams in fact has 
such an equity which is realizable for the purpose of 
the arrangement sought herein, no purpose whatever is 
served by restraining Metropolitan from foreclosing. 


The burden of proving the existence of such an equity 
was upon the respondents and they have failed to meet 
it [Pitle 11 Us: CA. 6714, eve Wvacy, 194. Sipp. 
293 (19@1)|. There is no reasonable prespect that 
any equity whatever can be realized from the sale 
of the subject property above Metropolitan’s encum- 
brance thereon. There was absolutely no evidence ad- 
duced at the hearing before the referee that the lots, if 
sold as a tract, would produce a sum in excess of the 
obligation of Metropolitan’s lien. Indeed, all of the evi- 
dence which was introduced indicated quite the con- 
trary. Yet the only way in which, under the terms of 
the deed of trust binding upon the receiver, the bank- 
ruptcy court has the power to sell the lots free of liens is 
as a tract. A sale of the lots individually, subject to 
Metropolitan’s lien, would obviously not be feasible; each 
lot would be subject to an encumbrance of approximately 
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one hundred times its value. A sale of the lots individ- 
ually, free and clear of Metropolitan’s len, would impair 
Metropolitan’s contractual rights and therefore is be- 
yond the jurisdiction of the bankruptcy court to order 
[see Section V 1, supra]. In short, since the property 
cannot legally be sold for a sum which will produce an 
equity for Williams’ unsecured creditors, the order re- 
straining Metropolitan serves no valid purpose and its 
issuance was an abuse of the discretion of the bank- 
imipucy COULrt. 


3. The Orders in Question Should Be Vacated 
Because Their Implementation Will Result in 
Substantial Injury to Metropolitan. 


The arguments advanced in Sections V 1 and V 2 
hereof compel reversal of the orders in question. But 
even if there were some realizable equity in the property 
to be preserved for the benefit of Williams’ creditors, 
and even if a partial reconveyance of the land would not 
result in an impairment of Metropolitan’s substantive 
contractual rights, the result of this review would still 
have to be the same for the reasons set forth below. 


The bankruptcy court does not, in a Chapter XI] 
proceeding, have the power to order a sale of property 
free of liens or restrain a secured lienholder from fore- 
closing upon his security when to do so would result 
in substantial injury to the lienor: 

“A Chapter XI proceeding may arrange only the 
rights of unsecured creditors, without alteration 
of the rights of secured creditors. ... The Court 
has the power to restrain sale of the property in 
question under the deeds of trust, only if necessary 


ee 


to facilitate the primary purpose of this proceed- 
ing, and 1f it does not cause substantial injury to 
the lienor [citation].” [Jn re Tracy (1961) 194 
Hi Supp. 293295 ; emphasis added | 
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. . the power [to sell free of liens] will not be 
exercised unless it is made to appear that there is 
a fair prospect of the property being sold for sub- 
stantially more than enough to discharge the lien 
or liens upon it... . The court must be satisfied 
that a sale will be to the interest of the general 
creditors and not injure the lienholders. . . .” 
[foehn v. McIntosh, 110 F. 2d 199, 202 (6th 
Cir. 1940; emphasis added) J. 


Let us consider the impact of each of the orders: 
A. The Order Restraining Foreclosure. 


Here, even assuming that the sales projection of 
Samuels and the other witnesses for the receiver were 
correct and further assuming that Metropolitan ulti- 
mately will recover every penny of interest and principal 
to which it is entitled under its note and deed of trust, 
nonetheless the injury to Metropolitan from the order 
restraining foreclosure will be substantial. 


The Court of Appeals for the Seventh Circuit, in Jn 
ke Fiohday Lodge, Mme, 300 Ey 2d 516 (7th wir. 
1962), recently took cognizance of the adverse conse- 
quences to a savings and loan association which can 
flow from the prolonged restraint of a foreclosure pro- 
ceeding: 

“We are not unaware of the natural effect of a 
prolonged interference with a foreclosure proceed- 
ing brought by a savings association, such as 
appellant in this case. It amounts to a freezing 
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of assets, while it is in effect, a condition which 
is not consistent with that degree of liquidity re- 
quisite in any financial organization engaged in the 
acceptance of investment of the funds of many 
members of the public.” (300 F. 2d 520). 


Not specifically alluded to by the Court of Appeals, 
but of immense significance to Metropolitan as a sav- 
ings and loan association, is the fact, of which the 
Court can take judicial notice, that the loan would 
constitute a “scheduled item’, as that term is defined by 
appropriate governmental regulations,’ for the period 
in question. 


The avoidance of scheduled items is of primary con- 
cern to a savings and loan association for a variety 
of reasons. The ratio of scheduled items to the as- 
sociation’s assets is commonly regarded as an index of 
financial strength, a high ratio tending to discourage in- 
vestment in that particular association. It is no an- 
swer for that association to reply that it is restrained 
from disposing of the asset, or that the bankruptcy 
court found the loan to be adequately secured. The 
adequacy of security is of no moment where a loan is 
seriously delinquent: it is the delinquency itself which 
causes the item to be scheduled and it is the scheduling 
of the item which causes injury to the association. 


*Scheduled items’ are defined by $561.15 of the Rules and 
Regulations for Insurance of Accounts of the Federal Sav- 
ing and Loan Insurance Corporation as including, inter alia: 

“(a) Slow loans (other than insured or guaranteed loans 


Polom loais in turn, are’ deiimed im S561.16 of the afore- 
mentioned regulations, as including, inter alia: 
“(b) Any loan or land contract that is from 1 year to 7 
years old and which is the equivalent of 90 days (three 
months) or more contractually delinquent .. ”. 
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Another consequence of an asset becoming a sched- 
uled item is that the savings and loan association’s 
ability to borrow from the Federal Home Loan Bank 
Board—a vital source of its credit—is impaired. Fed- 
eral Home Loan Bank Board Bulletin No. 168, dated 
January 13, 1965, provides: 

“Whereas the Board of Directors of this bank 
deems it advisable to establish a general policy re- 
garding limitations to be applied by the bank with 
respect to lines of credit extended to the member 
institutions having a ratio of scheduled items to 
total assets of over 4 percent. 

“Resolved that credit for other than net with- 
drawal purposes to applicant members having sched- 
uled items at a ratio of over 4 percent to total as- 
sets to be restricted as follows: 


Ratio of Scheduled Items Credit for Other than 
to Total Assets Net Withdrawal Purposes 
Over 47-57, 14% of Savings 
Over 5% -6.5% 10% of Savings 
Over 6.5% -7.5% 79% 01 Savings 
Over 7.5% 575 Of oavmice” 


In other words, an association need only have scheduled 
items of four percent (4%) in order to have a limita- 
tion placed upon its capacity to borrow from the Fed- 
eral Home Loan Bank Board. The loan which is the 
subject of these proceedings is one of approximately one 


million dollars. The consequences are obvious. 


oes 
B. The Order Authorizing the Sale of the Lots 
Individually Free of Metropolitan’s Lien. 

The objection of Metropolitan to a sale free of its 
lien is based upon a great deal mort than a desire to 
preserve an abstract contractual right, significant 
though that may be; the fact is that the sale of the 
lots separately, free of Metropolitan’s lien, will inflict 


upon Metropolitan grave and onerous burdens and risks. 


In effect, the bankruptcy court’s order fundamentally 
Filters tiercnaracter ol tae security. Ai the present time, 
the security for the indebtedness to Metropolitan consists 
of a tract of lots. A tract may be sold for development 
as an integrated community. The purchaser may wish 
to develop the tract in accordance with a uniform archi- 
tectural style, or base the development upon a special 
pattern of land use, or do any number of things which 
can only be done with a tract and which becomes 
progressively less feasible as lots are sold off. Yet 
it is almost a certainty that, as the sales authorized by 
the Court’s order proceed, the security will increasingly 
lose its character as a tract and, more and more, be- 
come an aggregation of individual lots. At some 
point, a sale of the property as a tract will be pre- 
cluded. 


It is true, of course, that this change in the character 
of the security will itself not cause detriment to Metro- 
politan if, in fact, all the lots are sold and sold for 
an aggregate sum sufficient to fully pay off its loan. 


But suppose that, at some point in the sales program, 
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it becomes apparent that the sale of the security will 
not produce a surplus in excess of the amount due to 
Metropolitan. The fact that a court reasonably finds 
that a property can be sold for an amount in excess of 
the lien upon it does not assure the secured creditor that 
it will be sold for such amount. Jn re Beardsley, 38 
E. Supp 799, 3803 (D.C. Mid 1041) Sheule these. 
ceiver decide to abandon the sales effort and turn over 
the remaining security to Metropolitan, Metropolitan 
will have a security which it can no longer sell as a 
tract. It will be compelled to continue the liquidation 
proceeding on a single lot basis—at a time when, by the 
fact of abandonment, it is reasonably certain that a 
surplus cannot be realized and that, possibly, a loss 
will be sustained. 


Moreover, it may very well be, and indeed probably 
would be, that the lots ultimately returned to Metro- 
politan would be the least desirable and least saleable in 
the tract. Metropolitan would then be in the position of 
having the balance of its indebtedness secured by the 
worst of the security—hardly either a fair or desirable 
situation. 


in short, anvamalysis Of the facts OF this case tin eme 
light most favorable to Respondents compels the con- 
clusion that any benefit which may be derived for the 
unsecured creditors from the orders in question will 
be at the cost of far-reaching and substantial injury 
to Metropolitan. 


Mi te 


WO. 
CONCLUSION. 

For the foregoing reasons, Petitioners submit that 
the decision of the Court below should be reversed, with 
directions to vacate the referee in bankruptcy’s order re- 
straining Metropolitan from foreclosing its deed of trust 
and order authorizing the sale of the lots subject there- 
to free and clear of Metropolitan’s lien. 


Respectfully submitted, 


McKENNA & FITTING, 
DanieEL N. BELIn, 
Aaron M. PEcx, 

By Aaron M. PEck, 


Attorneys for Appellants Metropolitan 
Savings and Loan Association and 
Fidelity Service Corporation. 
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Certificate of Counsel. 

I certify that in connection with the preparation of 
this brief, I have examined Rules 18, 19, and 39 of the 
United States Court of Appeals for the Ninth Circuit, 
and that, in my opinion, the foregoing brief is in full 
compliance with those Rules. 


AARON M. PECK 


